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SUBJECT: Vehicle Snmpbg Check Station Dynanoneter and Equi pnment Credit

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow two credits to taxpayers that own and operate a
snmog check station:

(1) a credit equal to the cost, less certain anounts, for the purchase or |ease
of a dynanoneter and rel ated equi pnment necessary to conply with Snog Check |

regul ations. A maxi mum $50, 000 credit would be allowed for each dynanoneter to a
t axpayer who owns and operates a snpg check station. The credit woul d be
available only if a policy, regulation, statute, initiative, or executive order
is adopted prior to January 1, 2005, that reduces the nunber of vehicles subject
to testing by 25% or nore and the snbg check station thereafter ceases perform ng
snmog checks; and

(2) a credit for additional enhancenments in excess of $5,000 over the life of the
equi pnment which are required by state policy, regulation, statute, initiative, or
executive order.

Under the Health and Safety Code, this bill also would nake ot her changes to the
Smog Check Il program These provisions are not discussed as they are not
adm ni stered by the departnent.

SUMVARY OF AMENDMENT

The August 24, 1998, anendnents struck out the prior version of the bill relating
to insurance taxation and inserted the provisions discussed in this anal ysis.

EFFECTI VE DATE

As an urgency statute, this bill would take effect when enact ed. However, the
credit for the purchase of a dynanoneter woul d not becone operative unl ess and
until the State Air Resources Board (CARB) makes certain findings discussed in
this analysis and notifies the Franchise Tax Board of those findings. This
credit potentially would | ast be available for the 2004 year. The credit for
addi ti onal enhancenents would apply to taxable or incone years begi nning on or
after January 1, 1998, and before January 1, 2005.
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LEG SLATI VE H STORY

SB 629 (Ch. 1, Stats. 1994), AB 1914 (1997), AB 1492 (Ch. 803, Stats. 1997), AB
2311 (1998).

BACKGROUND

Since 1984, the Bureau of Autonotive Repair (BAR) has adm nistered a program
requiring nost licensed notor vehicles in the state (except notorcycles, diese
and off-road vehicles) to pass a snog test. Under the programas originally
enacted, the snbg test was required either when the vehicle was sold or every two
years when the vehicle was registered, depending upon the area of the state in
whi ch the vehicle was registered. |ndividual garages |licensed by the BAR
perfornmed the snog checks.

The 1990 federal Cean Air Act mandated that all states develop a vehicle

i nspection and mai ntenance programw th certain requirements. In 1994, SB 629
(Ch. 1, Stats. 1994) provided the | egal basis for the BAR to adm nister Snpg
Check Il. The Snpbg Check Il program designates the frequency of snog checks

based on an area’s snog levels. Areas with the npost serious air quality problens
are classified as “enhanced areas,” and nost vehicles in these areas are required
to be tested every two years. However, vehicles in many rural areas are required
to be snmpbgged only upon a change of ownershi p.

AB 1492 (Ch. 803, Stats. 1997) altered many provisions of Snmog Check Il and,
anong ot her things, exenpted from biennial snmog check requirenments vehicles over
25 years old and new vehicles (for their first four years after purchase).

Smog Check Il requires that testing stations in enhanced areas use new equi pnent
nmeeting a different standard (known as BAR-97), which tests for oxides of
nitrogen as well as other em ssions. Vehicles in enhanced areas nust be tested
on a dynanoneter, which tests an engi ne under | oad and nore accurately neasures a
vehi cl e’ s em ssions under normal driving conditions. As a result of the BAR- 97
standard, testing stations in enhanced areas will no |onger be able to use the

ol der equi prent known as Bar-90 and instead must purchase new equi pnent.

SPECI FI C FI NDI NGS

Federal and state laws allow a variety of tax credits and deductions designed to
pronote or influence specific taxpayer behavior. Neither federal nor state | aws
allow a tax credit for the cost of purchasing equi pment needed to perform snog
checks. However, to the extent snpbg check equi pnment is necessary to conduct a

t axpayer’ s busi ness, taxpayers would be allowed a depreciation deduction as
descri bed bel ow.

Federal and state |laws allow a depreciation deduction for the cost of purchasing
snmog check equi pment, provided that equipnent is used in the conduct of the

t axpayer’s business. Under federal |aw, snog check equi prment is depreciable over
a five-year period. Snpbg check equi pnment is depreciable over a five-year period
for the PITL and a ten-year period for B&CTL. In addition, in lieu of
depreciation, existing federal and state | aws all ow taxpayers with a sufficiently
smal | anobunt of expenditures on depreciable property to elect to deduct as an
expense (subject to limtations) the cost of qualified property placed in service
for the taxable year. Under federal |law and state PITL, the limt is $19,000 in
1999; $20, 000 in 2000; $24,000 in 2001; $24,000 in 2002; and $25,000 in 2003 and
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thereafter. In general, qualifying property is defined as depreciable tangible
property that is purchased for use in the active conduct of a trade or business.
The al |l owed deduction is reduced (but not below zero) by the anpunt by which the
cost of qualifying property placed in service during the taxable year exceeds
$200, 000.

The B&CTL does not conformto federal expensing treatnent. However, the B&CTL
all ows a taxpayer to deduct 20% of the cost of tangible property in the first
year the property is placed in service. The maxi nrum anmount of “additional” first
year depreciation is $2,000. |In addition, in certain areas such as enterprise
zones (EZs) and |l ocal agency mlitary base recovery areas (LAMBRAS), corporate as
wel | as personal incone taxpayers doing business in these areas may elect to
treat the cost of qualified property within the area as an expense in the year

pl aced in service.

Credit #1-Credit for the purchase or | ease of a dynanoneter and rel ated equi pnent

Under the PITL and the B&CTL, this bill would allow a credit equal to a qualified
anount, for the purchase or | ease of a dynanoneter and rel ated equi prment
necessary to comply with Snmog Check Il regulations. The total anmount of credit
for each dynanoneter and rel ated equi pnent coul d not exceed $50, 000.

The “qualified amount” woul d be equal to the adjusted cost, as defined,

mul tiplied by an applicable percentage. The applicabl e percentage would be 86%
for the taxable or inconme year in which the applicable date occurs, 71%for the
followi ng year, 57%the follow ng year, 43%the follow ng year, 29%the foll ow ng
year, and 16%for the fifth taxable year follow ng the applicable date.

The “applicabl e date” woul d nean either:

for equi pnment purchased by the taxpayer, the date on which the dynanmoneter and
rel ated equi prent is placed in service, or

for equi pnent | eased by the snog check operator, the date on which the | ease
t erm conmences.

The “adjusted cost” would nean the cost paid or incurred by the owner of a snog
check station, in order to conply with requirements of Snog Check Il. The

adj usted cost would include the cost of installing a dynanoneter and rel ated

equi pnent, any pernmits necessitated by the installation of the equi pment and that
portion of any service nmaintenance contract purchased but not used. However, the
foll owi ng anpbunts woul d be subtract ed:

Ten t housand dollars ($10, 000);

An anmpbunt equal to an unspecified percentage of all deductions otherw se
al l owed or all owabl e under state | aw.

The anpunt of a service contract purchased but not used woul d be determ ned by
mul tiplying the total prepaid anount of a service nmaintenance contract by a
fraction.

The credit would be allowed only to the taxpayer who is eligible to take
depreciation with respect to the dynanoneter and rel ated equi pnent.
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Taxpayers claimng this credit would be required to:

Retain a copy of any docunentation or certifications provided by regul atory
agenci es or manufacturers of dynanoneters that verify that the equi pnment neets
the requirenents of the bill; and

Provi de the docunentation to the FTB upon request.
Any unused credit may be carried forward for six years until exhausted.

The general rules in state | aw regarding the division of credits anong taxpayers
who share in the expense would apply, and the credit would not reduce regul ar tax
below tentative mnimumtax for alternative mninumtax (AMI) purposes.

This credit woul d becone operative only if a policy, regulation, statute,
initiative or executive order enacted or adopted prior to January 1, 2005, by any
agency of the State of California, decreases by 25%or nore the nunber of
vehi cl es subject to testing under Snog Check Il. The CARB would be required to
notify the FTB of that finding by August 31 of the year in which the finding is
made in order for the credit to take effect during that taxable or incone year.

If the CARB notified the FTB of a finding after August 31, the credit would
becone operative the follow ng January 1

If a taxpayer elects to claimthe credit allowed by this bill, that taxpayer
woul d be prohibited fromissuing further snog certificates.

Credit #2- Credit for Additional Enhancenents

Under the PITL and the B&CTL, this bill would allow a credit equal to the anount
paid or incurred for qualified costs by a taxpayer that operates a snpbg check
station for additional enhancenents required by state regul ations, statute,
initiative, or executive order in order to conply with Smog Check Il testing
requi renents.

For purposes of this bill:

“Addi ti onal enhancenents” neans an alteration or addition required by state
regul ati ons, statute, initiative, or executive order in order to conply wi th Snog

Check Il testing requirenents, but does not include normal maintenance costs or
the cost of alterations or additions that are not required to conply wth Snog
Check Il. No credit would be allowed for the replacenent of a dynanoneter or

rel ated equi prent.

“Qualified costs” neans any portion of costs paid or incurred during a year that
exceed a base anount. The “base anpbunt” would be equal to $5,000 plus any anount
in excess of $5,000 for prior years.

The credit would be allowed only to the taxpayer who is eligible to take
depreciation with respect to the dynanoneter and rel ated equi pnent.

Any unused credit may be carried forward for six years until exhausted.
The general rules in state |aw regarding the division of credits would apply, and

the credit would not reduce regular tax below tentative mninumtax for
alternative mninumtax (AMI) purposes.
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Pol i cy Consi derati ons

Fundanmental ly this bill authorizes the credit for the purchase of a
dynanmoneter only if a future event of uncertain |ikelihood occurs, i.e., a
reduction in the nunber of vehicles required to receive a snog certificate
under Snog Check Il. Also, the credit would be allowed only if the taxpayer
no |l onger issues snog certificates, so this credit may only be clained by

t axpayers who go out of this business, presumably because of the reduction
in the state’s snpg certification requirenents.

This bill would not prevent a taxpayer fromclaimng the credits all owed
under this section in addition to other credits to which the taxpayer al so
may be entitled, such as the enterprise zone credit, creating the
opportunity for a taxpayer to claimnmultiple tax benefits for the sane
expense.

| npl ement ati on Consi derati ons

I mpl ementing this bill would not significantly inpact the departnment’s
prograns and operations.

Techni cal Consi der ati ons

The credit for the purchase or |ease of a dynanoneter and rel ated equi prent
incorrectly refers to Section 6 as the section containing findings.
Amendnents 1 and 3 would correctly identify Section 20 as the section which
woul d trigger the credit’s operation.

The PITL credit for the purchase or | ease of a dynanoneter should be all owed
agai nst the net tax, rather than against “the anmpbunt of” net tax. Anmendnent
2 woul d del ete the unnecessary | anguage.

Line 39 of page 32 is mssing the word “year” in describing an incone year.
Amendnent 4 woul d correct this error.

FI SCAL | MPACT

Depart nental Costs

This bill is not expected to result in significant costs to the departnent.

Tax Revenue Esti mate

Based on the discussion below, the following table reflects the estimated
i npact of this bill:

Esti mat ed Revenue | npact AB 2552
Assunes Fi ndi ngs Made 4/1/99
For Taxable or Inconme Years Beginning 1/1/99
(In MI1ions)
1998-9 1999-0 | 2000-01 | 2001-02 | 2002-03 | 2003-04
($2) ($25) ($15) ($15) ($15) ($10)
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Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis proposal

Tax Revenue Di scussion

The revenue inpact of this bill would be determ ned by the nunber of
dynanmonet ers and rel ated equi pnment purchased for the enhanced Snog Check
program the cost of dynanoneters, alteration or addition to a dynanoneter,
and rel ated equi prent, and the available tax liabilities of taxpayers
claimng the credits.

Since no percentage was specified in the bill, for purposes of this
estimate, it was assuned that the State Air Resources Board woul d make their
finding on or about April 1, 1999, and that 100% of all deductions otherw se
all oned or allowable would be used for calculating the “adjusted cost.” |If
the percentage of all deductions otherwi se allowed or allowable is | ess than
100% the above revenue | oss woul d i ncrease.

This estimte was developed in the followi ng steps. First, according to the
California Inspection and M ntenance Review Conmmittee, it is estimted that
approxi mately 3,500 shops wi ||l have purchased 4,500 units of Bar-97

equi pment with approxi mtely 20% of the units purchased prior to January 1
1998. Second, according to the sanme source, the cost of Bar-97 equi prment
plus installation is estimted to be approximately $60,000. This cost does
not include interest paynents on loans; it is assuned that interest for

equi pnent | oans does not qualify as an equi pnment cost. Third, due to
insufficient tax liabilities and the tentative mninumtax interaction, it
was assuned that approximately 60% of the credits generated woul d be used
over a period of six years.

BOARD PCSI TI ON

Pendi ng.



Anal yst Colin Stevens
Tel ephone # 845-3036
At t or ney Doug Br amhal

FRANCHI SE TAX BOARD S
PROPOSED AMENDMVENTS TO AB 2552
As Anended August 24, 1998

AMENDMENT 1

On page 28, line 14, strike “section 6" and insert:

section 20

AMENDMENT 2

On page 28, line 16, strike “anmount of”

AVENDMENT 3
On page 32, line 24, strike “section 6” and insert:
section 20
AVENDVENT 4
On page 32, line 39, after “incone” insert:

year



